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OPI NI ON

Thi s appeal is made pursuant to section 186461/
of the Revenue and Taxation Code fromthe action of the
Franchi se Tax Board in denying the petition of John
Elliott Thomas for reassessment of a jeopardy assessnent
of personal incone tax in the anount of $28,410 for the
year 1979.

1/ Unress otnherw se specified, all section references

are to sections of the Revenue and Taxation Code as in
effect for the year in issue.
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The issue on appeal is whether respondent's
reconstruction of appellant's incone for the year at
I ssue through the use of the cash expenditures nethod is
supported by the evidence presented.

During February 1980, the Westm nster Police
Department searched the residence of Bernard Mirphy, a
suspected cocaine dealer. Anong the discoveries during
the raid were a |edger of NUrthQS drug transactions and
two personal tel ephone books. ny of the people |isted
in the tel ephone books were eventually linked with the
narcotics sales listed in the | edger. The |edger recorded
64 separate purchases of cocaine by a nman named "John,"
which totaled $133,730. The sales to "John" ranged from
$675 to $2,450 a month during the months of February
through May 1979, to over $64,000 a nonth in Novenber
1979 and December 1979. The tel ephone books listed two
"Johns," one of which was followed by appellant's tele-
phone nunber.

~In an attenpt to determne the identity of the
"John" listed in the [edger, the police began to contact
other individuals listed in NUrth's drug records. Even-
tually, one wonan identified appellant as the "John"
listed in the |edger. The woman stated that she intro-
duced appellant to Murphy so that appellant could purchase
cocai ne from uurpny. She also indicated that she had
wi t nessed several cocaine purchases by appellant from
Murphy, and had w tnessed NUrth recordln% t hose transac-
trons”in the [edger seized by the police during the raid
on Mirphy's residence. Finally, the wonan stated that
she had witnessed several sales of cocaine by appellant
"to third 'parties.

Based upon this information, the police deter-
mned that the "John" listed in the |edger was appellant,
and that due to the size of the purchases, appellant was
also a cocaine dealer. A search warrant was obtained and
executed on May 12, 1980. During the raid on appellant's
resi dence, the police discovered over $4,000 in cash, two
cocaine test kits, marijuana, hashish, "magic nushroons, "
scales, a pistol, various ot her itens of narcotics para-
phernalia, and several newspaper stories of Mirphy's
arrest. Further investigation revealed that appellant
had various bank accounts in his name with deposits
totaling over $7,000. Durlng his post-arrest interview,
appel lant admtted that the drugs found in the apartnent
were his but denied knowi ng Mirphy. Appellant admtted
to earning only $600 to $700 a nonth through his car
repair business and the g.1. Bill.
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_ .Respondent received the above information and
i ssued a jeopardy assessment derived from the pro*ectlon
met hod of incone reconstruction based upon the inform-
tion contained in Mirphy's ledger. Appellant filed a
petition.for reassessnment. Appellant continued to_den¥
receiving any income fromthe sale of cocaine during the
time the petition was bging considered. As a result of
the petition, respondent |owered its assessment. Using a
conbi nation of the expenditure and projection methods of

| ncone reconstruction, respondent attributed all of
Mirphy's sales to "John" during 1979 to appell ant.
Res?ondent t hen averaged the known sal es over the nonths
listed in Mirphy's |edger and then assuned that appellant
was buying that average anount of cocaine over the nonths
in which no sales were recorded. Respondent added all of
the known nonthly sales to the average monthly sales for
the unrecorded nonths and arrived at a gross income pro-
jection of $267,460 for 1979. An appropriate assessment
was issued based on the revised incone estimation and
this appeal foll owed.

Under the California Personal Income Tax Law,
a taxpayer is required to state the itens of his gross
income during the taxable year. (Rev. & Tax. Code,
§ 18401.) Except as otherw se provided by |aw, gross
income is defined to include "all inconme from whatever
source derived" (Rev. & Tax. Code, § 17071), and it is
wel | established that any gain fromthe sale of narcotics
constitutes gross incone. (Farina v. McMahon, 2 A.F.T.R.2d
(P-H 1 58-5246 (1958).)

~ Each taxpayer is required to maintain such
accounting records as will enable himto file an accurate
return, and in the absence of such records, the taxing
aﬂency I's authorized to conpute a taxpayer's incone b
what ever method will, in its judgnment, clearly reflec
incone. (Rev. & Tax. Code, § 17651; |.R C. § 446.)
Wiere a taxpayer fails to maintain the proper records, an
approxi mation of net income is justified even if the cal-
culation i s not exact. (Appeal of Siroos Chazali, Cal.
St. Bd. of Equal., Apr. 97 1985.] Furthernore, the exis-
tence of unreported incone may be denonstrated by- any
practical method of proof that is available and it is the
taxpayer's burden of proving that a reasonable recon-
struction of income is erroneous. (Appeal of Marcel C
Robles, Cal. St. Bd. of Equal., June 28, 1979.)

_ In this appeal, respondent used the cash exPen-
diture nethod of reconstructing income, a variation o
the net worth method. Both of these methods are used
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to indirectly prove the receipt of unreggrted t axabl e
income. (Appeal of Fred Dale Stegnan, . St. Bd. of
Equal ., Jan. 8, 1985.) Tne net worth method involves
ascertaining a taxpayer's net worth at the beginning and
end of a tax period.  [If a taxpayer's net worth has
increased during that period, the taxpayer's nondeduct-

i bl e expenditures, including living expenses, are added
to the increase and if that amunt cannot be accounted
for by his reported incone plus his nontaxable incone, it
Is assumed to represent unreported taxable incone. The
cash expenditure nethod may be used when the taxpayer
spends unreported incone rather than accumulating it.
(Appeal of Pred Dale Stegman, supra.) In such a case,
the aovernmeni estrnaies unreported taxable income b
ascertaining what portion of the noney spent during the
tax period I's not attributable to resources on hand at
the beginning of the tax period, to nontaxable receipts,
and to reported incone received durlng that period. (See .
Hol land v. United States, 348 U. S 121 [99 L. Ed. 150]

_ . Taglraneffl v. United States, 398 F.2d 558 (1st

r. 1968).)

_ The use of the net worth method and the cash
expendi ture method has been approved by the United States
Suprene Court. (Holland v. United States, supra; United
States v. Johnson, 319 U.S. 503 (87 L.EAd. 1546] (1943).)
n Holland, a crimnal action involving the net worth
net Rod, tnhe court, recognizing that the use of that
method placed the taxpayer at a distinct disadvantage,
established certain safeguards to mnimze the danger for
the innocent. One of these is the requirement that the
government establish "with reasonable certainty . .. an
opening net worth, to serve as a starting point from
which to calculate future increases in the taxga{Fr's
assets." (Holland v. United States, supra, 343 U S. at
132.) The holding of HolTand has been extended to cases
IﬂVOlVIﬂ% the cash expenditure nethod. (Dupree v. United
States, 218 F.2d 781 (5th Gir. 1955).) It has al so been
held to apply to civil cases in which the burden of proof
Is on the taxpayer rather than the governmendnt. . (Thomas
v. Conm ssioner, 223 r.2d 83, 86 (6th Cr. 1955).) In
such cases, the burden of proof remains on the taxpayer
but the record nmust contain at |east some proof which
"makes clear the extent of any contribution which begin-
nln? resources or a dimnution of resources over tine
could have made to expenditures."” §Taqllanett| v. United
States, supra, 398 F.2d at 565.) If such proof is Tack-
I'ng, the government's determnations are arbitrary and
cannot be sustained. (Thomas v. Conmi ssioner, supra;
Taglianetti v. United Sfafes, supra.)
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In the present case, there are several assunp-
tions made by respondent in its estinmation of appellant's
gross inconme. The first assunption is that all of the
cocaine sales to "John" listed in hMrphy's | edger were
records of sales to appellant. This determ nafion was
based upon statements contained in the Westmnster
police's request for a search warrant for appellant's
apartnment wherein a woman reportedly stated that she saw
%Bpellant buy cocai ne from Mirphy several times and that

rphy recorded the sales in the |edger found in the
police raid on Miurphy's residance. Wiil e police reports
are hearsay, they are adm ssible before this board and
are consi dered credi bl e evidence. (Appeal of: Carl E.
Adams, Cal. St. Bd. of Equal., Mar. 1, 1983.) Wile
ap?ellant attenpts to discredit the wonman's information
wth statements |ater made by her at appellant's prelimi-
na rr hearing, we do not find his argument persuasive. |t
IS Inmportant to realize that at the prelimnary hearing
the woman confirmed witnessing at |east one three-to
four-ounce sale of cocaine by Mirphy to appellant. Fur-
ther, the woman renmenbered Mirphy recording the sale,
al though the woman did not remenber the sale being
recorded in the ledger. Wile the statements made at the
prelimnary hearing do not absolutely confirmthe state-
ments the woman had earlier given to the police, neither
do the prelimnary hearing comments fully contradict the
prior statenments given to the police. urthernore, to
the extent that they may contradict the earlier state-
nments, when we consider her faulty menory and evasive
answers at the prelimnary hearing,' we find the police
report's recordation of the woman's know edge of _Murphy's
operation a more believabl e piece of evidence. Thus, we
find that there is sufficient credible evidence in the
record to support respondent's determnation that the
"John" referred to in Murphy's |edger for at |east some
of the sales is appellant.

~ Athough we have found that several sales to
"John" in the |edger may reasonably be attributed to
appel lant, it does not necessarily follow that all of the
sales to "John" may be assuned to have been to appellant.
There were two Johns listed in NUrPhy's t el ephone direc-
tory. It is reasonable to assune that since many of the
persons listed in Murphy's tel ephone books were his
custonmers, both Johns had purchased drugs fromhim It
Is inmportant to realize, however, that the primary pur-
pose Mirphy kept his records was to keep track of "his
|nven10rz_and to determne how much profit he made after
he paid his supplier for the drugs he sold. It would
appear that the only reason he would need to precisely
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record who purchased the drugs from himwould be if he
sold the narcotics on credit, thereby indebting the pur-
chaser to him If the payments were in cash, there would
seemto be little need to differentiate between any of
the buyers.

Upon review of Mirphy's records, it is evident
that none of the sales to "John" were on credit. As
there is nothing in Mirphy's record to indicate which
John bought the narcotics and since there is no |ogica
reason to attribute all of the sales to appellant, _
respondent's assunption that all of the sales of cocaine
recorded in Murphy's | edger were sales to appellant can-
not be suF orted.  On the other hand, as we have found
t hat appel |l ant purchased some narcotics from Mirphy, an
assunption that none of the recorded sales were to appel-
lant Is equally unsupportable. Consequently, we find it
reasonable, in light of the evidence of appellant's known
drug purchases and the fact that Mirphy apparently sold
drugs to two Johns, that appellant be credited with con-
ducting one-half of the total dollar amunt of the drug
sales to "John" recorded in Mirphy's |ledger. As appel-
| ant has failed to produce evidence which would prove
that he conducted |less than our estimate of drug sales,
estimate of dru% sales, let alone respondent's estinate
of drug sales; he has provided no basis from which he may
di spute our concl usion. (see appeal of Rol and Aranda
Garcia, Cal. St. Bd. of Equal., Mar. 4 1986, Appeal of
Siroos Ghazali, supra; Appeal of Davi d WAayne pominici,
Cal. St. Bd. of Equal., Dec. 13, 1984.)

_ _ The second assunption in respondent's estima-
tion is that appellant was a cocaine dealer and that he
purchased the cocaine for resale. In undisputed testi-
mony at appeLIant's_preI|n1nar¥_hearlng, appel lant's
arrestln% police officer testified that the quantity of
the purchases and the short time spans between many of
the recorded sales indicated that appellant had not pur-
chased the cocaine for personal use. This conclusion is
supported by aepellant's own statement that he did not
use cocaine. Furthernore, the woman who witnessed appel-
| ant purchasing cocaine from Mirphy, also wtnessed
appel 'ant selling cocaine to several third parties.

Consequently, the conclusion that the |arge purchases of
cocaine were meant for resale and that appellant was a
cocai ne dealer is supported by the record. (See_People
v. Shipstead, 19 cal.App.3d 58, 78 [96 Cal.Rptr. 513}

©(1971).)
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_ The third assunption in respondent's estimation
Is that the funds used by appellant to purchase cocaine
from Murphy were obtained during the year in question and
that the funds were unreported rncome for that year.

This conclusion is based upon appellant's lack of known
income to account for such nassive Purchases. During the
police interview, appellant stated that he had a nmonthly
I ncome sonewhere between $600 to $700. During the sane
period, his admtted nonthly expenses were approxinately
$400. Furthermore, appellant stated that he had |ived on
such a neager amount of money "ail ny life." (Resp. Br.,
Ex. Cat 26.) W find it inconceivable that a 26-year-
old man who was attending college and living on $700 a
month coul d save the thousands of dollars represented by
the cocaine sales recorded in Mrphy's |edger, or even
the $11,000 in cash and bank deposits found at the time
of appellant's arrest,by 1979. (See Holland v. United
States, supra.) Consequently, we find Tt reasonable to
assune that aEpeIIant id not have a large amount of cash
prior to his known purchases of narcotics and that he
obt ai ned the nuney represented by the recorded sales in
Mirphy's records fromthe resale of cocaine during 1979,
(See Holland v. United States, supra.)

_ Finally, durin? Its investigation, respondent
di scovered a gap in appellant's purchases from Mirphy
fromJune to October 1979. Respondent attenpted to
attribute further cocaine purchases bY appel I ant during
that gap b{ taking an average of appellant's known pur-
chases in 1979 divided by the nunmber of nonths he was
known to have purchased cocai ne from Mirphy. Respondent
then assumed appel | ant purchased that average anount of
cocaine during the months in which no sales were recorded.
Respondent then added all of the assumed nonthly purchases
to the known sales and arrived at its estimte of appel-

| ant's unreported gross incone.

_ We cannot approve of this nethod of reconstruct-
ing appellant's income for the unrecorded nonths. The
cost expenditure method of reconstruction is based upon
known expenditures by a taxpayer that cannot be expl ai ned
from known assets and i ncone. (Taglianetti v. United
States, supra,) The only known connectrons betweem
appelTant and any purchases of cocaine are the recorded
sales in Mirphy's | edger. Respondent asks us to assune
that there were nore expenditures than are recorded.

Such an assunPtlon clearly violates the prem se upon
which the cost expenditure method of incone reconstruc-
tion is predicated. (See Taglianetti v. United States,
supra.) Accordingly, we frnd that tThe correct measure of
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appel lant's unreported income for 1979 nust be based only
?ndcocalne purchases actually recorded in Mirphy's
edger.

In summary, we find that respondent has pro-
‘duced adequate evidence to-support the determ nation that
appel | ant received unreported incone during the appea
year in the anount of one-half of the dollar amunt of
cocai ne purchases recorded under,the name of "John" in
the drug dealer's ledger. W find that respondent has
not produced sufficient evidence to support its determ -
nation that appellant received unreported income during
those nonths in 1979 for which there were no recorded
purchases by "John." Cbnse?uentLy, respondent’s action
in this matter must be nodified in accordance with this
opi ni on,
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ORDER

Pursuant to the views expressed in the opinion
of the board on file in this proceeding, and good cause
appearing therefor,

| T IS HEREBY ORDERED, ADJUDGED AND DECREED,
pursuant to section 185950f the Revenue and Taxation
Code, that the action of the Franchise Tax Board in
denyln? the petition of John Elliott Thomas for reassess-
ment of a jeopardy assessment of personal incone tax in
t he amountof$28,410 for the year 1979, beand the sane
Is hereby nodified in accordance with this opinion. In
all other respects, the action of the Franchise Tax Board
I S sustai ned.

Done st Sacramento, California, this i1oth day
of  June , 1986, by the State Board of Equalization,
with Board Menbers M. Nevins, M. Collis, M. Bennett,
M. Dronenburg and M. Harvey present.

Richard Nevins , Chai rman
Conway H. Collis r ‘Member
Wlliam M Bennett . Menber
Ernest J. Dro[l_(_enburg, Jr. , Menber
\\al ter Harvey* , Menber

*For Kenneth Cory, per CGovernnent Code section 7.9
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